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Interest in schemes for the financial participation of employees in the United States 
is part of a general search for more flexible arrangements in the employment 
relationship. Financial participation puts flexibility into the prite -side of that 
relationship, through wages and other forms of employee compensation. As such, it 
competes as a flexibility device with alternatives which instead put flexibility into 
the quantity side: hours, working conditions and employment itself. 


1. Pressures on employers 


Two basic sources of pressure on the economy of the United States have encouraged 
the search for flexible employment relationships. Some pressures are internal 
(domestic), while others are external (international), Both make it more difficult for 
employers to offer security of income to workers. Risks in product markets and 
financial markets are reflected in pressure on the labour market, | 


1.7 Internal and external pressures 


Internal forces generating risk and uncertainty in the United States include the move 
towards the deregulation of products and markets which have affected the 
transportation, communications, utilities and financial sectors. Changes in financial 
markets and the “market for corporate control”, combined with reduced emphasis on 
anti-trust regulation, have decreased the certainty of ownership and the continuity of 
employment practices. At the international level, wide swings in the value of the US 
dollar and the rise of new competition from Asia and other areas have placed a 
premium on the ability of corporate management to react quickly to challenges. 
Technology, an influence which crosses international boundaries, has pushed 
production methods towards smaller units, characterized by flexible specialization 
in a number of sectors. | 
Economic changes, whether generated domestically or internationally, which 
increase uncertainty and risk to the firm, create a need to shift some of that risk 
elsewhere. Employees, as corporate stakeholders, are potential candidates to bear 
more risk, or in other words, to assume risk normally borne by shareholders. In 
addition, as the risk of the survival of the firm increases, long-term implicit 
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guarantees of job/income security and future rewards are less credible. Emphasis 
shifts to immediate rewards geared to current circumstances. Finally, special 
attention is paid to reward systems which may increase productivity, since they have 
the potential to enhance competitiveness. 


1.2 Formal and informal regulation of the labour market 


Unlike products and markets, the labour market in the United States has not been 
deregulated during the past decade. In many respects, formal legal restrictions on 
employer discretion increased (such as in new requirements of advance notice of 
plant closures and the provision of family leave). The courts extended their influence 
in the regulation of the employment relationship (through, for example, the 
expansion of the concept of wrongful termination). However, as their membership 
fell, trade ‘unions declined in importance as informal mechanisms to stabilize the 
employment relationship, 

By 1992, only 12.5 per cent of private sector workers were represented by trade 
unions. Although unions might be expected to resist a shift of enterprise risks to 
workers, with their own negotiating power reduced, and with unionized employers 
both at greater risk and, in some cases, more aggressive in their bargaining, the 
unions were forced to consider changes in their traditional positions and to 
accommodate management demands for various forms of flexibility. 


1.3 Productivity enhancement 


Regardless of whether pressure is exerted by internal or external sources, firms in the 
United States have felt a need to raise productivity, with a view to improving 
competitiveness, by lowering unit labour costs, While some methods of improving 
productivity, such as increased capital investment, do not directly involve increased 
workers’ effort, much of the trend in American productivity growth cannot be 
adequately explained by capital/labour ratios. The prospect therefore arises of 
improved performance resulting from changes in the employment relationship. 
Certain forms of financial participation have the potential, in principle, to 
enhance worker effort or otherwise reduce costs. But as in the case of risk sharing. 
other options are available to employers. By way of illustration, they can introduce 
innovative decision-sharing programmes, such as quality circles and autonomous 
work teams, without any element of financial participation. American firms have no 
obligation to establish works councils or co-determination procedures. However, 
although they are subject to certain legal restrictions, they can introduce similar 
arrangements on a discretionary basis. Another option is for firms simply to embark 
on campaigns to monitor work more closely, “cut out the fat”, or make use of more 
contingent workers (temporary or part-time workers), Employers in the United 
States have traditionally had broad freedom to resort to lay-offs to reduce 


expenses. 
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1.4 Flexibility from the employees’ perspective 


Especially in periods of recession, employees may prefer to work reduced hours 
rather than sever their employment relationship entirely. Various forms of 
“work-sharing” can be adopted. Generally, if demand falls off, employers initially 
respond by cutting back overtime hours. Once overtime is eliminated, partial work- 
weeks may be adopted. Some aspects of unemployment insurance schemes in the 
United States discourage the reduction of working time, particularly when benefits 
are paid only in the event of complete lay-offs. However, 17 states have adjusted 
their laws to limit this disincentive by permitting partial unemployment insurance 
payments to workers following reductions in weekly hours of work. 

In contrast, during periods of strong demand, or in regions where there are 
labour shortages, employers may adapt conditions of employment to accommodate 
employee tastes. Various types of flexible hours schedules (flexitime) can be 
adopted, for example, to accommodate family responsibilities. Employees may be 
allowed to choose their: work times, so long as they are present at the workplace 
during a core period during the day. Homeworking arrangements, and particularly 
telecommuting through home-based computers and modems, can also accommodate 
these needs. 


1.5 Flexible pay as one of many alternatives for employers 


In short, a broad range of options are available to employers in the United States to 
adjust to changes in demand associated with the business cycle or with the specific 
conditions on their product markets. During difficult times, lay-offs or reduced 
working hours can be used to reduce labour costs. Contingent workers can be 
dismissed. During good times, the likelihood falls that employees will be faced by 
adverse outcomes of this type and the accommodation of worker preferences 
increases. Incentive arrangements can be introduced to enhance productivity, or 
aggressive cost-cutting measures can be imposed. Options other than flexible pay аге 
available for sharing the risk with workers. 


2, Development of alternative pay systems in the 
United States 


The concept of paying workers оп a basis other than time is not new. Piece-rates were 
common in manufacturing in the late nineteenth century. Some early profit-sharing 
plans also existed in that period, although they covered very few workers. Early 
gain-sharing plans were essentially group piece-rates, although in some cases they 
later evolved into cooperative arrangements. Concepts of employee ownership also 
found their reflection in various utopian ventures. 

Several schemes reoccurred at that time in debates concerning pay systems. A 
prominent issue was the so-called “labour problem”, consisting of potential social 
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unrest arising out of friction between labour and capital. The idea of making workers 
economic partners with employers was seen as a solution to the labour problem by 
some observers. Pay systems, in other words, could be used to foster social 
harmony. 

Another idea, especially in management circles, was the avoidance of unions 
or, in some cases, improved union-management relations, Creating the right 
incentive system was sometimes seen as a way of giving the workers the motivation 
to eschew restrictive union work rules. In addition, it was thought that if workers 
were made to appreciate the value of increased productivity, unions and 
management would be able to enjoy a more cooperative relationship. 

Finally, there was the basic notion of enhancing efficiency and productivity by 
using the optimum pay system, With the correct incentives, employees would work 
harder and would not shirk on the job. Employers could economize on supervision 
and monitoring, since the pay system would be an automatic motivator. 


2.1 Developments before 1980 


The writings of Frederick W. Taylor became influential in От circles іп the 
late nineteenth and early twentieth centuries. Taylor thought that the workplace of 
his time was inefficiently run because the determination of pay and other managerial 
functions were not being approached scientifically, Through an analysis of 
managerial and supervisory tasks, a professional core of managers could be trained. 
These individuals would be able to operate the pay system properly. 

From Taylor’s perspective, existing piece-rates were not being properly set, 
which was having the effect of encouraging “soldiering” (the restriction of work 
effort) by employees. He proposed a kinked piece-rate schedule under which effort 
beyond certain scientifically established levels would result in an additional reward. 
These levels would be determined through precise time-and-motion studies. 

Taylor favoured individual piece-rates rather than profit-sharing or early forms 
of gain-sharing. He wanted to discourage collective thinking and collusion between 
workers, Group rewards were not sufficiently individualistic for this purpose. And 
group rewards might foster “free riding” by shirkers. 

The notion of applying a scientific approach to management caught the spirit of 
the age. Various other American writers were inspired by Taylorism and developed 
their own versions of incentive pay systems. By the mid-1920s, enthusiasm for 
scientific management reached its peak and around half the manufacturing work- 
force was covered by some form of piece-rate remuneration system. A common view 
at that period was that piece-rates and other incentives should provide extra pay 
(above the going rate), so that workers would appreciate the reward they were 
obtaining for higher productivity. This notion of the bonus as “gravy” on top of the 
basic wage is still sometimes advocated today, | 

Although scientific management stressed efficiency, the turn of the century 
also saw the rise of social reform movements which emphasized the need to improve 
the cultural level of the workers. Profit-sharing appealed to certain reformers, 
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especially in the period before and after the First World War. Profit-sharing systems 
were intended to promote social harmony and, from the point of view of efficiency, 
to avoid the pitfall of piece-rates, which emphasized quantity over quality. 
Profit-sharing promoters, however, agreed with the proponents of ріесе-гаќе$ that 
the bonus should be gravy on top of the basic wage. | 

Unions were not inherently opposed to piece-rates in the early 1900s, partly 
because they were so common. But they did oppose scientific management and its 
accompanying time-and-motion analysis, which impinged on collective employee 
control of the pace of work. However, there was a notable shift in union attitudes 
during the 1920s. As in the 1980s, which was a similar period of union weakness, 
some unions engaged in cooperation programmes with management and embraced 
elements of Taylorism. 

Apart from Taylorist thinking, unions saw profit-sharing as an anti-union tool. 
And, indeed, some profit-sharing systems had been instituted with the aim of union 
avoidance. During the period of the First World War, employee representation plans 
(“company unions”) had been created, sometimes with government encouragement, 
as an alternative to outside unions. Some of these plans had profit-sharing elements. 
However, these encouraged the distaste unions already felt for profit-sharing 
schemes, 

The great depression had a profound effect on all aspects of American industrial 
relations, which was accompanied by widespread labour unrest. The depression 
promoted a revival of unionization. At the same time, new theoretical ideas began to 
penetrate managerial thinking about the employment relationship. 

Developments in psychology, sociology and behavioural sciences tended to 
downgrade the notion of the worker as an “economic man”, guided solely by 
monetary motivators. Instead, it was proposed that managers should emphasize 
behavioural techniques which brought out natural worker creativity. Piece-rates 
were seen as crude devices based on the outmoded “economic man model”, which 
more sophisticated behavioural approaches would or should supplant. | 

But at the same time as these ideas were coming into vogue, the experience of 
the depression ended the cooperative spirit that had produced the union-Taylorist 
alliance, The union role became adversarial. Individual piece-rates weakened 
worker solidarity in confrontations with management and were therefore opposed by 
militant union officials. Simple incentives also led to friction between labour and 
management whenever piece-rate levels were changed. In view of these tensions, the 
use of piece-rates declined during the 1930s. 

There were never many profit-sharing plans during the 1920s. Those 
profit-sharing and stock purchase plans that did exist tended to fall into disrepair 
during the great depression as profits and stock prices plummeted, In addition, the 
variability in income which these plans entailed was in opposition to the growing 
notion of social security, New social insurance programmes were arising to cushion 
economic vagaries. Ideally, wages should be fixed and secure. Various economic 
theories came into fashion, including the suggestion that wages should be raised to 
increase consumer purchasing power as an anti-depression device. Pay systems| that 
reduced incomes during downturns were considered to be counter-productive. 
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Although profit-sharing schemes were somewhat abandoned in the 1930s, Wi 
there were also countervailing forces at work. Labour-management friction revived a modif 
the old idea of profit-sharing to promote social harmony. Senate hearings were held named ¢ 
in the late 1930s to explore the adoption of tax incentives to foster profit-sharing. were a 
Moreover, there was some discussion of encouraging profit-sharing as a way of Commit 
introducing flexibility into pay for macroeconomic reasons. This discussion code. F) 
foreshadowed economic thinking in the 1980s. seemed 


Modern gain-sharing also received some stimulus durinlg this period, The 
original “Scanlon plan” (a form of gain-sharing) developed in the 1930s from a 


successful union experiment in saving a foundering enterprise, In contrast to the 22 
| general climate of adversarialism, a system was established entailing a sharing of 
$ cost savings from productivity gains and worker participation in management, The The eco 
Scanlon experiment was particularly appealing to academics because itcombined an | been no 
optimistic view of cooperation between workers/unions and management with an M in memi 
apparently reformed economic approach of sharing the gains of efficiency. As a manage: 
result, the Scanlon plan received substantially more textbook attention in the post = political 
Second World War era than was warranted by the proportion of employees covered { develop: 
by such plans (which was always negligible). ae problem 
The Second World War produced a temporary halt inthe downward trend inthe — At 
piece-work remuneration system. Left-wing unions adopted a cooperative posture | rethinki 
with management when the Soviet Union was attacked by Germany and the United ЭЕ. towards 
States became involved in the war effort. Piece-rates were reintroduced to stimulate seen as 
productivity. But after the war the incidence of piece-rates continued to decline. ME however 
Simple incentives were overtaken by the psychological approach to motivation and means о: 
И the operational problems of administering piece-rates in the face of adversarial = \Weitzm; 
р union-management relations. nad deve 
Ж The adversarial union-management relations which emerged after the Second „аз та 
F World War led to a major concern in management circles about preserving the right КО discusse 
of management to control the enterprise. These concerns were eventually reflected M с idea 
39 in public policies such as the Taft-Hartley Act (1947), which carefully delineated Ж The 
E the borderline between ordinary employees and supervisors. The concepts of M substitut 
oe management rights came to be reflected in the actual practice of industrial relations. FF еда 
RE In the postwar industrial relations system, unions were supposed to react to changes  fnaWeii 
er in management policies, But they were not supposed to have a hand in initiating new Ж ky then 
+ policies, except those dealing narrowly with pay and working conditions, Profit- $B  ecame 
Fe sharing was therefore seen as a potential threat to management rights by many ` characte! 
2% employers. Sharing profits seemed to imply a worker entitlement to the return оп ME the profi 
capital and therefore a voice in determining how capital was deployed. E avy” 
; During the early 1960s, sluggish economic performance produced union wage ` suagest | 
4) freezes and wage moderation in major industries. As occurred in the 19805, а f Gider р! 
а. byproduct of these modest ‘wage settlements was the expansion of interest in Не 
a profit-sharing and gain-sharing. The American Motors Corporation negotiated а Ж Inci 
3 profit-sharing contract with the United Auto Workers, which included some ` wm the U 
92 cooperative elements. In the steel industry, the Kaiser Long-Range:Sharing Plana Ё шоролуу 
i form of gain-sharing, provided mechanisms for cooperation and job security. е = опоту 
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Worker share-ownership received a substantial boost in the 1970s as a result of 
a modification of the tax code to foster “Kelso plans”, modern ESOPs originally 
named after Louis Kelso, a major proponent of their encouragement. Kelso’s views 
were adopted by Senator Russel Long, whose chairmanship of the Senate 
Committee on Finance put him in a powerful position to influence the federal tax 
code. From the mid-1970s to the mid-1980s, every major revision of the tax code 
seemed to include additional incentives for ESOPs. 


2.2 Developments since 1980 


The economic pressures on management which developed in the 1980s have already 
been noted. From the union perspective, the 1980s was a decade of dramatic decline 
in membership, plant closures concentrated in the union sector, a more aggressive 
management approach to collective bargaining and a less hospitable legal and 
political climate. As a result, on both the management and labour sides, there 
developed at least an expression of interest in exploring “new” approaches to old 
problems, such as pay determination systems. 

At the same time, theoretical discussions of pay systems encouraged a 
rethinking of traditional views about employment issues, especially attitudes 
towards profit-sharing and some forms of gain-sharing. Profit-sharing had long been 
seen as a microeconomic device designed to alter employee behaviour. In 1984, 
however, Martin Weitzman (1984) proposed the adoption of profit-sharing as a 
means of altering employer behaviour to improve macroeconomic performance. The 
Weitzman approach attracted public attention and enhanced the general climate that 
had developed around the vague idea of “pay for performance”. Weitzman’s model 
was macroeconomic in orientation and did not apply to most of the schemes 
discussed under the “pay for performance” label. Yet it gave intellectual weight to 
the idea of flexible pay and financial participation. 

The Weitzman model assumed that profit-sharing bonuses would be 
substituted for fixed wage payments, given an appropriate tax incentive. With lower 
fixed wages, firms would tend to expand employment to the point of labour shortage. 
Ina Weitzman “share economy”, firms would tend to hang on to workers rather than 
lay them off in downturns. They would also absorb any redundant labour that 
became available on the labour market. Thus, the economy would be stable, 
characterized by full employment, and less prone to stubborn inflation. The idea that 
the profit-sharing bonus would substitute for the fixed wage is contrary to the 
“gravy” view expressed in the early literature. Indeed, there is some evidence to 
suggest that profit-sharing plans introduced recently do feature wage substitution, 
Older plans, which may have been influenced by the “gravy” view, avoid 
substitution (see Kruse, 1992). 

Increased economic competition from Japan naturally served to turn attention 
in the United States on to human resource practices in that country. The Japanese 
economy appeared to have properties more like a share system than the United States 
economy, notably in its ability to ride out the oil crises of 1973-74 and 1979-80. 
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Some observers noted that a significant fraction of pay in Japan took the form of 
bonuses and argued that these bonuses had profit-sharing characteristics. The idea 
that the Japanese had a system of de facto financial participation added impetus to 
the pressure to rethink American pay determination policies. 

Systems of worker participation in decision-making through quality circles and 
similar arrangements were also seen as Japanese-style approaches to management. 
There is a potential linkage between participation in decision-making and financial 
participation. It can be argued that workers who improve company performance 
through participation in decisions should share in the resulting economic gains. And, 
conversely, it can be argued that if employees’ compensation absorbs some of the 
risk normally borne by capital, employees should then have a voice in how that 
capital is used. In short, many ideas and pressures which developed after 1980 
suggested the desirability of a move towards flexible pay. Suggestions and actual 
practice, however, are not the same thing. | 

Although comprehensive data are not available, it is doubtful that economic 
pressures and/or academic research in the: 1980s produced a reversal of the pre- 
existing downward trend in simple incentive systems. Although there was probably 
some expansion of gain-sharing, it started from a very low base. Employee stock- 
ownership increased, as a result of generous tax incentives, but probably expanded to 
a lesser degree than proponents have suggested, Profit-sharing, although it may have 
declined in the late 1980s, did achieve a breakthrough into parts of the union sector in 


the early years of the decade, especially in automobile manufacturing. It is therefore | 


worth looking in more detail at profit-sharing agreements associated with union 
concession bargaining. 


3. Concession bargaining and profit-sharing in 
the United States 


Around halfa million unionized workers were covered by profit-sharing schemes by 
the late 19805,! Most of these workers came to be covered by profit-sharing schemes 
as a result of concession agreements. While it is difficult to define a “concession” 
agreement precisely, since all collective bargaining involves some give and take, a 
useful broad definition covers any contract featuring a basic nominal wage freeze or 
cut in the first year. Figure 6.1 shows the annual number of such concession 
agreements as a proportion of all union contracts negotiated lin the business sector 
during 1981-92. The figure is based on data from a bi-weekly survey conducted by 
the Bureau of National Affairs (BNA).? However, some contracts which agreed to 
wage freezes or cuts in the first year provided workers with other pay adjustments 


' See item 2 in the Appendix. Some workers under union contracts involving fewer than 500 
workers may also have been covered by profit-sharing. 

? Data appear regularly in the Daily Labor Report, The author maintains a computer file of 
concession agreements based on the BNA survey. | 
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Figure 6.1 Union concession contracts (as % of all settlements), United ии 
1981-92 
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through a cost-of-living adjustment clause (а COLA clause or escalator) linked to the 
consumer price index or through a lump-sum bonus. Thus, a narrow definition of 
concession agreements excludes all contracts with COLAs or lump sums. This series 
also appears in figure 6.1. 

As can be seen from the figure, the bulk of concession bargaining occurred after 
the 1979-82 period of economic downturn. Using the narrow definition, concession 
bargaining peaked in 1983-84; using the broad definition, the peak camel later in 
1986. Concession bargaining generally declined after the mid-1980s until the 
recession of 1990-91 and its aftermath. 

` Profit-sharing featured in only 5.1 per cent of all concession agreements 
covered by the broad definition and in 4.6 per cent covered by the narrow definition.? 
Table 6.1 shows that relatively high rates of profit-sharing concessions occurred in 
four industries: metal manufacturing, motor vehicles, meat-packing and airlines. 
The airline industry was particularly affected by deregulation in the 1980s. The 
metal manufacturing and motor vehicle industries were both affected by 
international competition and the dollar appreciation of. 1980-85. Although 
meat-packing was not subject to these influences, a climate of particularly difficult 
labour-management friction arose in that industry as wages were cut, 


3 “Profit-sharing” includes some contracts with gain-sharing or pay adjustments geared lo product 
prices in the industry. | 
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Table 6.1. Industrial distribution of profit-sharing concession contracts, United 
States, 1981-92 


_ ————————————————.——-——-—-—-—-——— 


Profit-sharing concessions Profit-sharing concessions 
accounted for less than accounted for 10 per cent 
10 per cent of all concessions in: or more of all concessions in: 
|, — ج‎ 
| Ten or more Retail foodstores Metals 
contracts Machinery Motor vehicles 
reported Lumber and paper Meat-packing 
Airlines 
3-9 contracts Food manufacturing Rubber 
reported (except meat-packing) Mining 


Printing and publishing 


Note: The above information is based on 150 concession settlements (broad definition described in the 
text) containing profit-sharing. 
Source: Data file on union settlements with a first-year basic wage freeze or cut maintained by the 
author and drawn from a bi-weekly survey appearing in the Daily Labor Report, a publication of the 
Bureau of National Affairs, Inc. 


Figure 6.2. Profit-sharing concession contracts (number negotiated), United States, 


1981-92 
40 
m=; Broad definition 

35 > coz Narrow definition 
30 
25 ay 
20 
15 9 
10 

5 

0 


81 82 83 84 85 86 87 88 89 90 91 92 


f 
i 
| 
i 
| 
! 
| 
| 


Figure 6.2 show 
contracts featuring | 
contracts which intro: 
negotiated in the motc 
year in terms of the 
profit-sharing conces 
concession bargainin; 

According to ta 
non-profit-sharing co! 
per cent respectively) 
or created new ones.* 
likely than others to 
Flexibility was theref 
price index to a link 


Table 6,2. Profit-sha 
non-const) 


Feature 


COLA situations! 
COLA freezes 
COLA eliminations 
Wage decrease include 
Two-tier wage plan inc 
Lump-sum bonus inclu 


1 Situations in which an ac 
frozen or eliminated. 2 A: 
Note: A total of 149 profit-s 
in the tabulations. 

Source: Data file on unicn 
author and drawn from a t 
Bureau of National Affairs 


Profit-sharing co: 
cut the basic wage г: 
profit-sharing was ass 
The milder form of w 


4 The construction in 
sector due to the casual att: 
5 А frozen COLA со 
pursuant to the clause. Pres 
hopes to reactivate the clau 


sion contracts, United 


ing concessions 
for 10 per cent 
‘all concessions in: 


hicles 
king 


за definition described in the 


ze or cut maintained by the 
Report, a publication of the 


zotiated), United States, 


Broad definition 
gg Narrow definition 


39 90 91 92 


THE UNITED STATES 


Figure 6.2 shows the time distribution of the annual number of concession 
contracts featuring profit-sharing covered by the same survey. Although the 
contracts which introduced profit-sharing for the largest numbers of workers were 
negotiated in the motor vehicle sector in 1982 (at Ford and General Motors), the peak 
year in terms of the number of agreements concluded was 1986. Thereafter, 
profit-sharing concessions fell in frequency along with the general trend in 


concession bargaining. 


According to table 6.2, roughly the same proportion of profit-sharing and 
non-profit-sharing contracts, excluding the construction industry (27 per cent and 26 
per cent respectively), contained COLA clauses prior to the concession negotiation 
or created new ones.* However, concession contracts with profit-sharing were more 
likely than others to “freeze” the COLA provision or to eliminate it entirely. 
Flexibility was therefore being transferred from a link with the external consumer 
price index to a link with the internal profitability of the enterprise. 


Table 6.2. Profit-sharing and non-profit-sharing concession contracts in the 
non-construction sector, United States, 1981-92 


Feature Percentage of concessions with specified: 


profit-sharing other concessions 
concessions 


COLA situations! 27 26 
COLA freezes 282 12? 
COLA eliminations 152 82 

Wage decrease included 33 12 

Two-tier wage plan included 12 11 

Lump-sum bonus included 29 46 


1 Situations in which an active COLA clause was included or in which a p evious COLA clause was 
frozen or eliminated. 2 As a percentage of COLA situations. 


Note: A total of 149 profit-sharing concessions апа 2,032 non-profit-sharing concessions are included 
in the tabulations. ' 
Source: Data Не on union settlements with a first-year basic wage freeze ог cut maintained by the 


author and drawn from a bi-weekly survey appearing in the Daily Labor Report, a publication of the 
Bureau of National Affairs, Inc. | 


Profit-sharing concessions were more likely than other concession contracts to 
cut the basic wage rather than simply freeze it. It would therefore appear that 
profit-sharing was associated with the most severe form of concession bargaining. 
The milder form of wage cutting, two-tier agreements to reduce the wages of new 


“The construction industry is excluded because it is difficult to negotiate profit-sharing in that 
sector due to the casual attachment of workers to employers. 

3 A frozen COLA continues to be mentioned in the contract but no pay increases are payable 
pursuant to the clause. Presumably, the union, by retaining mention of the COLA, is signalling that it 
hopes to reactivate the clause in some future negotiation. 
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entrants only, but not of incumbents, was found with about the same frequency in 
both profit-sharing and non-profit-sharing concessions. 

There has been speculation that the lump-sum bonuses which began to be 
negotiated in lieu of wage increases in the 1980s might become a de facto form of 
profit-sharing. Under this hypothesis, the bonus would become a variable element 
over a sequence of negotiations linked to the employer’s current economic situation. 
It does appear from table 6.2 that lump sums were less likely to be negotiated in 
profit-sharing concession contracts than in others (29 per cent, compared with 46 per 
cent), which would tend to suggest that lump sums and profit-sharing were viewed as 
substitutes. | 

The results shown in table 6.2 are, however, merely indicative. There is some 
evidence that lump sums have been negotiated in industries facing greater 
uncertainty of demand, although there is as yet no hard proof that lump-sum bonuses 
are being used as an informal form of profit-sharing (Erickson and Ichino, 1990; Bell 
and Neumark, 1991), Lump sums generally declined in frequency in the union sector 
during the recession of the early 19905. It is as yet unclear whether employers were 
temporarily reducing the bonuses to zero during hard times (a sign of flexibility) or 
whether they were permanently ending the experiment with lump sums (a return to 
previous inflexible pay practices), 


4, Current labour and management approaches 
to alternative pay systems 


Although arrangements such as profit-sharing and employee stock-owhership were 
adopted in certain micro-level collective bargaining situations in the 1980s, it does 
not necessarily follow that these arrangements accorded with “official? attitudes of 
labour and management towards these alternative pay systems. | should be 
emphasized that official attitudes cannot be viewed as having the same meaning as 
they might in countries where there are formal or informal procedures for consulting 
the “social partners”. These traditions have never been strong in the United 
States. Е | 

Specialized lobbying groups exist to represent companies which have adopted 
financial participation plans, such as the ESOP Association, These groups push for 
changes in the tax code and regulatory system to promote their plans, However, since 
their key areas of concern are tax provisions relating to plans with deferred benefits, 
other types of alternative pay systems (piece-rates, gain-sharing and cash profit- 
sharing) enjoy little formal representation in the form of lobbies. 

Although there is no firm management position at the national level about the 
utility of alternative pay systems, some management spokespersons were uneasy 
about the extension of profit-sharing into the automobile industry in 1982, fearing it 
might lead to union pressure to participate in decision-making.° The interest among 


6 See, for example, “Remarks of Lee Shaw on union-negotiated profit-sharing |plans”, in Daily 
Labor Report, 24 Mar. 1982, pp. El-E6.: Shaw was a partner in a major law firm representing 
management. 
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managers is largely at the micro level. The larger public policy issue of whether 
alternative pay systems are to be encouraged is not widely addressed by business 
representatives although, as in Europe, flexibility is increasingly seen as useful. 
Firms generally take their decisions on how to arrange their own pay practices on а 
unilateral basis, since no union is present in most situations. 

Enterprises which decide that a specific pay system such as piece-rates or 
ESOPs are appropriate and advantageous go ahead and introduce them. Those which 
prefer conventional time-based pay follow their preferences. National organizations 
such as the National Association of Manufacturers may provide some information 
services to member firms, but they do not adopt an official position on whether 
particular pay systems should be fostered. Nor are there official bodies where labour, 
management and government officials routinely meet to discuss such issues. 
Readers from countries with more corporatist traditions need to be aware of the 
extreme decentralization of the American industrial relations system. 

On the union side, some official statements and documents have been issued by 
AFL-CIO and some national unions. Official statements have tended to be cool as 
regards programmes such as profit-sharing and ESOPs. The chief economist of the 
Teamsters Union, for example, stated in the late 1980s that his union was keen to 
establish ESOPs, but would do so in certain concession bargaining situations as a 
quid pro quo for agreeing to wage cuts.” The issue was therefore to be judged on a 
case-by-case basis. The union most favourably disposed towards ESOPs by the early 
1990s was probably that of the steelworkers.* Although stock-ownership plans are 
not separated from profit-sharing arrangements, a survey undertaken in 1988 by the 
Bureau of Labor Statistics reported that 41 per cent of production workers in basic 
iron and steel mills were covered by one or both of these types of plan.° 

One of the concerns of unions is that ESOPs could be used as an alternative 
representative process to collective bargaining. However, these doubts can be 
allayed if the unions play some role in structuring the ESOP (McElrath and Rowan, 
1992). Guidelines from the Industrial Union Department (IUD) of the AFL-CIO 
stress that where ESOPs are established, mechanisms should be created for sharing 
information and decision-making. The IUD has also announced the creation of an 
“employee partnership fund” to assist workers to buy companies through ESOPs 
when takeovers are threatened. This fund, based on finances obtained from pension 
funds and other sources, was designed to purchase minority positions in worker 
buyouts and provide other assistance with such transactions (Byrne, 1990, p. 8). 

A recent AFL-CIO publication complains that profit-sharing plans lead to 
variability in pay. In a certain sense, the view expressed is the traditional “gravy” 
approach. Profit-sharing should only be in addition to the concept of a basic wage 
(Gladstein, 1991), There are no contemporary official statements available from the 

| 


7 “Teamsters Chief Economist says union is lukewarm in ESOPs”, in Daily Labor Report, 25 Jan. 
1988, p. Al. 

f “Steelworkers” president says ESOPs can play key role in maintaining jobs”, in Daily Labor 
Report, 25 Nov. 1991, pp. A3-A5. 

° US Bureau of Labor Statistics: Industry wage survey: Basic iron and steel, October 1988 
(Washington, СРО, 1989), p. 20. 
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AFL-CIO on gain-sharing and piece-rates. For all of these plans, decision-making is 
in the hands of the individual unions which negotiate contracts, not the central 
AFL-CIO, Where industry practice has featured variable pay, unions tend to accept 
it. Indeed, in some cases, such as the film industry, where compensation has long 
been linked to the economic success of the product, the unions play an integral part in 
administering the variable pay system (Kleingartner and Paul, 1992). 

Little is known of the preferences of the great majority of non-union employees, 
since they have no workplace representatives. Occasional polls are taken, but these 
often produce contradictory results, probably because of the way in which the 
questions are framed. One survey found that almost two-thirds of the workers 
surveyed preferred a straight time-based wage to any form of incentive pay. In 
contrast, another reported a similar majority in favour of tying [рау to 
productivity. ® 


5. Actual use of financial participation options 


To explore the extent to which economic participation options are actually used in 
the United States, it is necessary to determine the types of flexible pay system which 
can be legitimately designated as “financial participation”. Many American firms 
have systems of performance appraisal and merit bonuses for individuals. These 
systems are especially common for white-collar workers and for non-union 
employees. Workers deemed meritorious also tend to have a better chance of pay 
increases, promotion and other advantages. However, such rewards are at the 
discretion of management and are often based on subjective criteria. These systems 
should therefore be excluded from the category of financial participation, which 
should include (where possible) only formula-driven arrangements. 

At the firm, business unit or establishment level, financial participation in the 
United States has usually been seen as taking three principal forms: profit-sharing," 
gain-sharing and employee stock-ownership plans (ESOPs).'* At the individual or 
small work group level, financial participation can be taken to include pi¢ce-rates 
and commission systems which link рау to measured productivity or sales." All 
these systems, whether at the individual or firm level, create a flexible pay option for 
the firm. They may also have an incentive effect which raises productivity. As noted 


10 “Developments in pay systems are examined at BNA conference”, in Daily Labor Report, 20 
June 1988, рр. С1-С3 ; Louis Harris; “Bush isn’t a shoo-in for '92”, in New York Times, 23 May 1990. 
р. А29, 

1 This concept includes systems which share revenues rather than profits, including some in the 
metal-mining area, under which bonuses are geared to the price of ore, 

12 Worker cooperatives could also be included. However, these are of negligible significance in the 
economy of the United States and tend to consist of very small enterprises. There are also many very small 
family owned and operated enterprises, especially in agriculture and retailing, in which the employees are 
in fact family members. All of these enterprises are excluded from further discussion. 

13 Not included in this category are the so-called “pay for knowledge” systems, under which 
individuals are rewarded for mastering certain skills, Such systems provide a reward even if the skills are 
not used or do not result in increased output. 
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above, they therefore compete with other options for providing flexibility in labour 
costs and/or incentives. 

Despite the interest in alternative pay systems, comprehensive and consistent 
data on their use in the United States are difficult to obtain. The appendix 
summarizes various available data sources. Rapid perusal of these sources reveals 
contradictory information, as well as uncertainty over the definitions employed and 
a selection bias. Only the limited data from the Bureau of Labor Statistics (BLS) can 
be assumed to be statistically reliable. The paucity of good statistical information is a 
hindrance to research and sound public policy. It often means that researchers have 
to build up their own databases, a task which would be much better left to official 
agencies, such as the Bureau of Labor Statistics. Nevertheless, despite these 
qualifications, a number of comments can be made about the incidence of alternative 
pay systems in the United States, 


5:1 Simple incentives 


Simple incentives, such as piece-rates and commissions, cover a relatively 
small proportion (probably less than one-tenth) of the workforce in the private 
sector. Data sources based on union contracts or on surveys of employers often 
simply count whether such systems are in use. They therefore tend to overstate the 
proportion of the workforce which is actually covered. The overstatement results 
from the fact that not all workers covered by a union contract which provides 
incentives, and not all workers employed by a firm which has adopted an incentive 
system, are themselves covered by the incentive programme. 

Piece-rates are normally confined to jobs, often in manufacturing, where the 
quantities produced are easily measured. Commissions apply mainly in certain 
sectors of retailing. Bureau of Labor Statistics data suggest that uge of simple 
incentives dropped in the period following the Second World War, at least until the 
1970s. 

There are no tax advantages for simple incentive pay’ plans. Payments to 
workers are taxable as ordinary income and deductible from the fitm’s taxable 
income as normal business expenses. Incentive payments therefore receive the same 
tax treatment as time-based wages. However, because they are subject to the same 
overtime requirements as time-based wages, the administration of piece-work wages 
is somewhat more complex. 


5.2 Profit-sharing 


Profit-sharing plans probably cover well under a fifth of the workforce in the 
private sector. Moreover, many plans which are classified as “profit-sharing” by 
employers do not have fixed formulae relating bonuses to profits. Formula-based 
profit-sharing probably covers less than a tenth of the workforce. Profit-sharing 
experienced a breakthrough in thei unionized sector as part of the concession 
bargaining of the 1980s. However, no more than half a million workers are covered 


155 


WORKERS’ FINANCIAL PARTICIPATION 


in the unionized sector, a large majority of which are in the automobile industry. 
There is some evidence of a decline in the use of profit-sharing after the mid- 
1980s. 

Most profit-sharing plans pay their bonuses into deferred trust funds to be used 
for retirement. Under the tax code, such bonuses are then sheltered from income 
taxation until withdrawn by the employee. Since other forms of savings plans which 
benefit from tax advantages are now readily available, it may be that some of the 
decline in profit-sharing after the mid-1980s was due to the substitution of these 
plans for profit-sharing arrangements. Profit-sharing schemes enjoy some 
regulatory advantage over defined-benefit pension plans. The latter are subject 
to portfolio and funding constraints, as well as contributions to government 
termination insurance. Defined-contribution pension plans are subject to less 
government regulation but, as the name implies, the contribution rate is a fixed 
periodic commitment. Contributions to profit-sharing plans are not fixed and hence 
allow more management discretion, with less regulatory constraint, This is 
particularly true of those “profit-sharing” plans which are not explicitly based on 
formulas linked to profits. 

The profit-sharing plans which do not enjoy tax advantages are precisely those 
which exhibit the greatest variability of bonuses. Figure 6.3 shows the standard 
deviation of the annual bonus-to-pay ratio (in per cent) during the period 1976-89 for 
three types of plans: deferred plans (which enjoy tax benefits and can therefore 
substitute for pensions), cash plans (which receive no tax advantages) and 
combination plans (which have cash and deferred elements).'* These data are 
compared with the standard deviation of the ratio of pre-tax profits (Pr) to 
profits-plus-employee compensation (Pr + Cmp) in the domestic corporate sector, 
based on national income accounts. As can be seen from the figure, deferred plans 
are the least variable. Cash plans are the most variable and vary about half as much as 
a hypothetical plan which treated all non-interest returns on capital as an employee 
profit-sharing bonus. 

It should be noted that, although current tax advantages seem to benefit 
profit-sharing plans which exhibit the least variability of bonus payments, this 
feature is not an inevitable result of the use of tax incentives to promote profit- 
sharing. In the first place, even if tax incentives are confined to deferred plans, the 
incentives could be united to plans which included explicit formulae linking bonuses 
to profits. This is not the case in the current tax code. Indeed, it is made clear in the 
code that such formulae are not required. Secondly, incentives could be provided for 
cash plans simply by taxing the relevant payments at lower rates than pa income, 
These incentives could also be tied to the existence of an explicit profit-related 
formula. | 


" Data on the payouts of the three types of plan are drawn from the annual surveys of the 
Profit-sharing Council of America. The Profit-sharing Council unfortunately changed its reporting format 
after 1989. Its 1990 report does not permit the kind of breakdown on which the graph is based. In 
particular, the “deferred vs, cash” dichotomy is no longer being reported, For the 11990 report, see 
Profit-sharing Council of America: 34th annual survey of profit-sharing and 401(k) plans reflecting 1990 
plan year experience (Chicago, 1991), 
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Figure 6.3. Standard deviation of annual bonus (by type of profit-sharing plan), 
United States, 1976-89 
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5.3 Gain-sharing 


Gain-sharing plans cover relatively few workers. Theoretical discussions of these 
plans commonly cite Scanlon plans, Rucker plans and Improshare plans. In the first 
two cases, bonuses are based on a value measure such as value added or ship- 
ments and are linked to othet programmes involving worker participation in 
decision-making. Improshare plans are based on measures of physical output and in 
effect consist of a piece-rate system covering a large group. No participatory element 
need be involved. In practice, firms which establish gain-sharing schemes appear in 
Most cases to use their own customized plans, rather than strict Scanlon, Rucker or 
Improshare versions. 

Gain-sharing plans involve cash payouts. They do not therefore enjoy tax 
advantages. The bonuses are treated in the same way as simple incentives, cash 
profit-sharing and ordinary wage income. The estimate from the O'Dell and 
McAdams survey in the appendix (item 2) that 13 per cent of employers 
operated gain- sharing schemes is probably a gross overestimate caused by selection 
bias. Employers which had established flexible pay systems were probably more 
likely to answer the questionnaire. The extent of gain-sharing in the United States is 
not covered by any official surveys. 


5.4 Employee stock-ownership 
Employee stock-ownership through formal ESOP arrangements covers relatively 


few workers, according to the Bureau of Labor Statistics (BLS), although some 
growth occurred in the 19805. Тһе BLS estimated that 3 per cent of full-time 
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workers in medium to large establishments were covered by such schemes, while the 
rate was even lower (1 per cent) for smaller establishments. These coverage rates are 
substantially below estimates from private sources, which appear to include other 
forms of stock-ownership. The authors of the higher estimates argue that the BLS 
uses a technical definition of ESOPs which excludes plans that are functionally 
equivalent. According to the highest non-BLS estimates, 13 per cent of all private 
sector workers participated in an ESOP in 1990. However, this is undoubtedly a 
significant overstatement. 

Tax treatment of ESOPs is favourable, although there has been some reduction 
in these advantages. During the early 1980s, so-called “tax-credit ESOPs” were 
created through modifications to the tax code which, in effect, amounted to the 
programmes being financed at government expense, Tax-credit ESOPs permitted 
only small “contributions” of stock by the employer and were therefore of negligible 
significance. However, they did result in a large number of employees being 
nominally covered by stock-ownership schemes. 

Itis unclear what became of these plans after their generous tax treatment ended 
in the late 19805. Some plans may have been cashed in; others may have been 
merged into other pay programmes. However, tax-credit ESOPs appear to have lefta 
legacy of exaggerated estimates of the extent of worker stock-ownership. Research 
studies on the productivity effect of ESOPs undertaken in the mid-1980s were 
contaminated by the inclusion of tax-credit ESOPs in the data, 

The principal tax advantage for ESOPs is the standard tax deferral available to 
other deferred payment plans, such as pensions. The employer contribution is 
deductible as a business expense from taxable income, but the value to the employee 
is not immediately taxed. So-called “leveraged” ESOPs can be used to borrow for 
corporate finance purposes. Essentially, the ESOP trust borrows from a bank on 
behalf of the enterprise and in turn receives stock equal to ће principal of the loan. 
The firm then repays interest on the loan (which would be tax deductible with or 
without the use of an ESOP) and on the principal. Payments on principal are also 
deductible from taxable income (which they would not be without the use of an 
ESOP). 

Although the tax treatment of leveraged ESOPs is often portrayed as 
constituting a considerable tax subsidy (because of the treatment of the principal), in 
theory it is not a subsidy at all. Since the firm is supposed to have contributed stock 
equal to the value of the loan’s principal to employees via the ESOP trust, a neutral 
tax system would permit deduction of principal payments, The contribution of 
shares equal in value to the principal is a cost to the other owners of the firm, just as a 
bonus payment would be. ' 

Nevertheless, it would appear that many ESOPs were stimulated by the 
introduction of this tax treatment in the mid-1970s. This observation suggests that 
the true tax advantage may lie with employer overstatement of the value of stock. 


!5 At their peak in 1986 the BLS reported that in medium to large establishments, 28 per cent of 
full-time workers were covered by tax-credit ESOPs (PAYSOPs), compared with only 2 per cent for 
ordinary ESOPs, Given the heavy tax subsidy provided to PAYSOPs, it is remarkable that coverage was 
limited to only 28 per cent. 
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Since тапу ESOPs are introduced by closely held firms with no ¢xternal market for 
their stock, such overvaluation is a problem for tax collectors and, probably, a source 
of de facto tax subsidy. | 

Other tax advantages havė since been provided for ESOPs. Half of the interest 
received from loans to ESOPs by lending institutions was excluded from the income 
tax liabilities of these institutions until 1989, There is evidence of a rush to establish 
such plans before the law was changed. Changes in the tax law in 1989 limited this 
special treatment to ESOPs involving 50 per cent or more employee ownership, as 
well as imposing other restrictions. ESOP tax treatment favours the transfer of 
family-owned firms to employees by encouraging retiring owners to sell their share 
to an ESOP. 

The various special ESOP provisions are estimated to have cost about 
US$3 billion in lost revenue to the federal budget in the fiscal year 1993 (Conte, 
1993, p. 60). Because of persistent federal budget deficits, there are ongoing 
pressures in Congress to close tax loopholes and to find additional sources of 
revenue. It is therefore likely that residual ESOP tax advantages pal remain under 
critical scrutiny. 

As in the case of profit-sharing, ESOPs were sometimes negotiated in union 
contracts in the 1980s as part of concession bargaining. However, using a limitative 
definition of such bargaining, the ESOP Association (see appendix, item II) reported 
that most ESOPs were not of this variety, A more expansive definition involving 
freezes in pay rather than absolute cuts would probably raise this proportion. 
Moreover, some ESOPs were created to save failing enterprises through employee 
ownership. Some were saved (Weirton Steel) while others failed despite the ESOP 
(Rath Packing). Yet others reverted to traditional ownership, sometimes after being 
absorbed by another enterprise. (Western Air Lines). 

The ESOP Association also noted that most ESOPs were not created as 
takeover defences during the corporate raids of the 1980s. None the less, there were 
some prominent cases of the use of ESOPs in corporate control battles. By way of 
illustration, a takeover bid in 1990 for the Lockheed Corporation (a major aerospace 
firm) was defeated by the votes of employees through the company ESOP. In effect, 
the employees supported the incumbent management. On the other hand, conflicts 
can arise between management and employees in this context; one union official ran 
a widely publicized, but ultimately unsuccessful, campaign to elect himself via 
ESOP votes to the board of directors of Pacific Enterprises іп 1989,'6 

Although the proportion of employees covered by significant ownership 
schemes in their firms remains small, a number of important enterprises have 
introduced important elements of employee ownership. Table 6.3 lists 15 of the 
largest enterprises which had 30 per cent or more employee ownership in 1992, Of 
the firms with majority employee ownership, Avis is probably the best known. It 

| 

'6 Pacific Enterprises was а holding company which owned Southern California Gas Company (a 
major utility in the Los Angeles area) and Thrifty Corporation (a chain of drug and discount stores). After 
the election, the firm changed its voting rules for the ESOP, making another such campaign improbable. 


See Linda Williams, “Union official nearly elected to gas co, board”, in Los Angeles Times, 13 May 1989, 
Part 4, pp. 2, 4. 
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should perhaps be noted that Avis had five owners during the ten-year period leading 
up to the management-initiated ESOP buyout in 1987. The Avis ESOP can therefore 
be viewed as a defence against takeover. 


Table 6.3. The largest 15 enterprises with 30 per cent or more employee ownership, 
United States, 1993 


Company Industry Employees 
ne ae 
1. Kroger Supermarkets 170 000 
2. McDonnell Douglas Aerospace 128 000 
3. Rockwell International Aerospace 109 000 
4. Publix Supermarkets Supermarkets ‘65 000* 
5. Tandy Corp. Electronics 41 000 
6. TWA Airline 28 000 
7. Coldwell Banker + Real estate 24 000 
8. Grumman Aerospace 24 000 
9. Figgie International : Fire protection equipment 16 000 
10. EPIC Healthcare Group Hospitals 14 000* 
11. Avis Rental cars 13 500* 
12. Ruddick Holding company 13 100 
13. Science Applications International R&D/computer systems 113 000 
14. Hallmark Cards Greetings cards 112 000 
15. Price Chopper Supermarkets 11 800 
Note: Employee ownership as of May 1993. 
* Majority owned. 
Source: National Center for Employee Ownership, Inc.: Employee ownership report, July/Aug. 1993, 
Vol. 13, pp. 6-7. | | 


Conclusion 


The 1980s saw a growth in interest in the concept, which was often not clearly 
defined, of “pay for performance”, Academic economists were particularly 
interested in the possibility of using profit-sharing to improve macroeconomic 
stability. Managers looked for ways to share risk with employees. Unions, especially 
in situations of economic duress, became more willing to consider alternative pay 
systems. 

Despite the interest, there has been no wholesale transformation of the basic pay 
system in the United States. Most workers continue to receive time-based wages 
with discretionary adjustments based on subjective evaluations of merit by 
supervisors. The pressures for flexibility in the employment relationship continue to 
be felt. Employers, however, have tended to rely on quantitative flexibility 
arrangements, such as lay-offs and hiring new workers, changes in weekly hours and 
the use of contingent workers, rather than flexible pay. Although there is a strong 


temptation to proclaim a new system for remuneration, the revolution has yet to 
arrive. 
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